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Jodi S. Sirotnak ‘ Suite 1000

Regulatory Analyst 1120 20" Street, NW

Federal Government Affairs Washington DC 20036
202-457-3854
FAX 202-263-2661
jodisirotnak@att.com

October 23, 2002

VIA ELECTRONIC FILING

Ms. Marlene Dortch

Secretary

Federal Communications Commission
445 12" St., SW, Room TWB-204
Washington, DC 20554

- Re:  Application of Bellsouth for Authorization to Provide In-Region,
InterLATA Services in Florida and Tennessee
WC Docket No. 02-307
Dear Ms. Dortch,
The attached testimony was sent to Josh Swift of the Wireline Competition
Bureau at his request on October 22, 2002. Please include a copy in the record of the

referenced proceeding.

One electronic copy of this Notice is being submitted to the Secretary of the FCC |
in accordance with Section 1.1206 of the Commission’s rules.

Sincerely,

%ﬁ.@m

Attachments
cc: Josh Swift .
Christine Newcomb

Luin Fitch
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BeIISouth 's mguts Imgmgerlg double-count in, gzatian

Q-

HOW DO BELLSOUTH’S CALCULATIONS OF LOOP COSTS '
IMPROPERLY DOUBLE COUNT THE EFFECTS OF e

INFLATION?

- The ¢ost of cap:tal employed by BellSouth this . Commxsszon, and Mr i
'ersltletfer are “nommal” costs of capttal Nommal cosls of capxtal g
compensate mvestors not only for the time value of money and busmess

and ﬁnanctal nsk, but also for the effects of mnauon. BellSouth’ .

proposed pnces double-count inflation by

e Usmg 2 unit-cost mﬂatxon factor that is apphed to the matenal

investment generated by the BS'I’LM and

'+ Updating the unit costs for material and labor from what was

" prevxously detenmned by this Comxmss:on.

. WHY DOES USE OF THE MATION FAC!‘OR BY
BELLSOUTH DOUBLE COUNT THE EFFECTS OF mmmom R

: ’I‘he cost of capltal that Mr. Hn'shlexfer has developed, whxch we mcluded
in our restatement of the BellSouth models, already accounts for thc"
.eﬁ'ects of- mﬂatton. Specxﬁcally, the ‘costs of debt and eqmty that Mr. B
Htrshlexfer developed ﬁ'om ﬁnancxal market data already mclude a:.-'

: component that compensates ILEC mvestots for the loss in purchasmg -

. power of their mvested capxtal that w0uld otherwxse be caused by the ;
effects of mﬂatlon (thus, Mr. Hltshlexfer developed a nominal: cost of K
capxtal as opposed toa “real” cost of capttal whtch is the nommal cost of

capttal mmus the rate of future mﬂatxon anticipated by debt and equity '
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investoes). Fu:fhermoi-e_, the cost of capi{ei brevionsly adopied b;; the
' Florida PSC in its prior proceedings wes also a nominal cost of capital,
“ meaning it was hxgh ‘enough to compensate ILECs for the effects of
mﬂatlon. Any other adjustment for mﬂanon, outsxde of the cost of capnal L. 4
. mcludes the effects of mﬂatxon rwwe m the capxtal component of the eost- ;
" based prices that BellSouth proposes .

WHY DOES BELLSOUTH’S UPDATING OF THE MATERIAL ..

AND LABOR COSTS, FROM 'WHAT HAS BEEN PREVIOUSLY

DETERMINED BY THIS COMMISSION, DOUBLE COUNT THE K '

EFFECTS OF INFLATION?

We understand that the capxtal cost components of the vanous annual L
reeumng costs prevmusly adopted by this Commxssxon in the. UNE and .

USF cases were developed by. applymg a nommal cost of capital 1o the '

forward-lookmg mvestment Thus, these eosts ‘were high enough to oﬁ'set

vthe ﬁnure effects ofmﬂat:on. Auowmg BellSouthtoadJustthe unit pnces : o
and labor rates 1t uses to develop investments m this- proceedmg ,.

effecuvely compensates the ILECs twice for the eﬁ'ects of mﬂatxon, onee" B

as part of the nominal cost of _cepxtal and again by mﬂatmg the m\(e,sn_nem

base to which the nominal cost of capital is applied. -

18
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'WHY DO THE PARTIES.RELY ON NOMINAL, COSTS OF . -
CAPITAL (ONES THAT INCLUDE (fOMPENSATlON |FOR

.‘INFLATION) RATHER THAN REAL COSTS OF CAP!TAL (ONES '

: THAT DO NOT INCLUDE COMPEN SATION FOR INFLATION)? .

B Use of the pominal cost of capnal is the most sn'axghtforward approach, : S :

”because (as Mr Hirshlexfer dxscusses in hxs testmony) nommal costs of R -
eapxtal can be denved directly ﬁ'om data observable in financlal markets

o ~‘ ‘But if nommal costs of capxtal are employed, umt pnces for matenal and ,;. :
Iabor used to develop the total network mvestment must be locked m at' :

' the levels mmally estabhshed by the Comxmssxon. An altemmve is to '

: apply the real cost of capnal to xnvestment levels that are allowed ho3 '

mrease mth mﬂauon. Wlnle conceptually more consxstent with the -

: competmve market standard, such an approach is more unwxeldy beeause e

1t would requxre the Commnssxon to. estimate a real cost of oapnal In -

.. ' addmon, this appx‘oach would requxxe that UNE rates-increase each year to -

. reﬂect the effects of inflation on the underlymg mvestments What olearly' -

s mappropnate 1s to apply the nominal cost of capxtal to netwotk' i

mvestmem levels that also are allowed fo increase 10 reﬂect the effects of G

: mﬂauon because, as we stated above, BellSouth would thereby be '

compensated twice for the effects of mﬂauon.
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CAN' YOU PROVIDE A SIMPLE EXAMPLE OF THESE TWO

. ALTERNATIVE METHODS OF CAI’ITA'L RECOVERY? '
" Consider an example thh an initjal mvestment of $1,000 000 employmg
- the followmg assmnpuons. : '

'. e Ecoriomic hfe is 10 years,

. Nommalcostofcapxtahsm%, S S
» Inflation rate is 4%; o

. Realcostofcapmallss77%(110/104 1)

These assumptions lead to the followmg o cost recovery pattems that, . .

over the life of an asset, have. a prescnt value equal to the mmnl o

jnvestment i in the asset, Exhlbit JCD/BFP-4 ﬂlusu‘ates that calculatmg an

annmty based on the uommal cost of capltal fully recovers the mmal -
$1 000,000 mvestment over the lo-year period. The exhxbn also

ﬂlustrates that calculaﬁng an anmnty based on the real cost of capxtal aud

then mﬂatmg the annmty each year at the appropnate mﬂauon rals:

sumlarly fully recovets the mmal $1 000, 000 mvestment over the lO-year . B ,,
' period. - Under either approach, the nommal dlscount rate is appropnate '
because the cash ﬂows being dxscoumed (shown in the “Inflated An.muty -
colunm) already reflect the eﬁ'ects of mﬂatlon. Exhibit JCD/ﬂFP-S .
dlusu'ates these two recovery pattern. The above charts help to illustrate '
A.the poxpt that both cpst reqoveryv pattgms resnlt m-the same preseut value |
: at the end of thg béset’s lif'e_. However, itis obvidué that usingﬁié noininal

 cost of capital allows BellSouth to recover more of its initiel investment

20
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" earlier in the asset’s life than usiné the real cost of caﬁital.l 'I'herefone, if a

BellSouth is allowed 10 submxt new matenal and labor pnces before year -

10 say m year 5 BellSouth will have over-rocovered the appropnate‘:' o

amount of mveslment overtlns nme penod.

o The mﬂanon double-count in. BellSouth‘s apptoach 1s zllustrated m the
o example in Exbxbxt JCD/BFP-ﬁ whxch assumes that BellSouth uses u»_" L

o nommal cost of capnal and seeks new UNB rates each year to reﬂect the S

effects of lnﬂauon on asset and ‘labor umt pnces '

Bxlnbzt JCD/BFP-6 shows that mder BellSouth’s approach, it would over- '

- tecover its mxtxal mvestment by fore than 2l percem ifit were allowed t0

use-the. nommal cost of capxtal and adjust the mateual and labor pnces for o

e effects of mﬂauon. The charts Exchibit JCD-BFP-7 also help o
. ;lluslrate this point. - ] , .
' The solid lines o the charts in Exhibit JCDIBFP—? are both sufﬁcxent o
» allow BellSouth t0. Tecover-its mvestment and eam 1ts cost of capml -
] Thus, the charts sh0w that BellSouth's proposed approach, represented by
the dashed lmes, would allow itto Tecover more than the true econoxmov’ '_ : '
cost of the asset, 'I‘he dlﬁ'erence between the: two sets of lmes on' each of o

- the above graphs zllustrates the amount of BellSouth's over-recovery In -

each year, under the assumptxons we have employed, 1f BellSouth 1s 3

allowed both to use 2 nommal cost of capnal and to inflate the underlymg .‘ S

. umt pnoos. )
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WHA’I“ ARE THE IMPLICATIONS OF THIS DISCUSSION FOR
- THE COST CALCULATIONS THAT 'I‘HE COMMISSION MUST
 MAKE IN THIS PROCEEDING? |

" The Commxssmn must calculate the capiéal component of recurring costs .'
m a manner that avolds compensatmg BellSouth thce for mﬂauon. As .

-noted above, tlus can be done elther (l) by usmg the prevxously-adopted '

matenal unit’ pnces and labor rates in- estabhshmg the total netwoﬂc
mvestment, and applymg the appropnate nominal cost ofcap:tal or (2) by

using curtent matenal unit prices and labor rates and applying the real cost

of capital (whlch also then requxres that 'UNE rates be adJustecl ln N

subsequent years to reﬂect the effects of mﬂatzon on undulymg matena]

' and labor unit pﬁces) Because real costs of capxtal are dlff oult to
calculat; with precxsmp, ami because the UNE pnges that have been in -
" effect the past several years were based on & nominal-cost of capital:. we

~would recommend that the Cbinnﬁséiqn continue to calculate the capital

component of rectirring costs by employing a nominal cost of capital and

" thatit “lo'ék in” its previously-adopted m'atefriall unit frices and labo} fates,”

This Commission’s USF declsion similesly recognized that “indexing may
be appropriate, for example; in a contract arbiﬁation, but not in ‘this

proceedmg » (Order No. 980696-'1'? pg. 157) Indexmg is mmllarly not

appropnate in this ptoceedmg

)
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'WHICH MATERIAL AND: UNIT  PRICES. THAT 'i'ms
COMMISSION - HAS PREVIOUSLY ADOPTED DO YoU
"RECOMMEND? '

. We recommend that thxs Commrssxon rely on the matenal and unit pncee

it adopted in the USF proceedmg, Docket No 980696-‘1?

" WHY DO YOU RECOMMEND USING THE COMMISSION’S--' .

DECISION IN THE USF PROCEEDING?

' Th:s USF deemon specxﬁed the inputs appropnate for BellSouth in the T )
',sBCPM There are three pnmary reasons why we fcel itis appropnate o
' employ these mnt-cost mputs to modrfy the BSTLM :

e Both the BCPM and the BSTLM purport to estimate the forward
- looking cost of providing UNEs using current technologies, so the

" theotetical frameworks for the two cost proxy models should be
: srm:lar'

" e Many of the inputs in the BSTLM are srmrlar or dxrectly equ:valent B
',(exeept for DLC equipment which we describe below) to the. mputs

- used in the BCPM, s0 the inputs are easily transferable; and -

. 'BellSouth sponsored the ' BCPM in the Universal Service docket and O
the Commission’s decisions consxdered BellSouth’s ev:dence on,

mputs in that docket.

For these reasons, we be]reve that these mputs cai be used in the BSTLM. T
" without the need to. re-litigate umt cost mputs that thrs Comrmssron has

already adopted:.'

23
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Cost Recovary

Docket 990649-TP

‘Witness: Donovan/Pitkin

Exhibit No. (JCD/BFP-7)

- Page: 1of 2
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